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Corporate Profile 


Watkins-Johnson Com¬ 
pany is a leading manufacturer 
of defense electronic systems, 
electron devices and related 
equipment. Since its founding in 
1957, the company has been 
dedicated to developing and 
delivering superior products for 
a broad range of military, com¬ 
mercial and space applications. 

The company's three- 
group structure reflects its verti¬ 
cally integrated product line. 

W-J’s Devices Group produces a 
vast collection of semiconductors, 
integrated circuits, components 
and multifunction assemblies. 

Many of these parts are employed 
by the Electronic Equipment 
Group in the manufacture of 
modular products for receiving 
and signal analysis. At the top 
of the integration ladder, the 
Systems Group specializes in the 
design and construction of turn¬ 
key systems for sophisticated 
surveillance, reconnaissance and 
direction-finding requirements. 

Equipment for electronics pro- Contents 

duction and automatic testing 


business areas in which Watkins- 
Johnson competes. 


completes the company’s product 
mix. 
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Highlights 


Sales for 1988 were 
$292,205,000, up more than 10 
percent from the $264,251,000 in 
1987. Net income was 
$20,598,000, or 2.46 per share, 
compared to $17,116,000, or 
$2.05 per share, in 1987. Net 
income for 1987 included a 
cumulative charge of $675,000, 
or 8 cents per share, resulting 
from the adoption of Statement 
of Financial Accounting Stan¬ 
dards No. 96, “Accounting for 
Income Taxes.’’ 

The firm order backlog 
on December 31,1988 was 
$299,577,000, up 10 percent from 
the 1987year-ending backlog of 
$271,822,000. The portion of the 
current backlog shippable within 
12 months is 78 percent. Of the 
1987 backlog, 75 percent was 
shippable within one year. 

Shareowners’ equity on 
December 31, 1988 was 
$134,097,000, up 15 percent from 
the previous year’s $116,470,000. 
Shareowners’ equity per share at 
1988year-end was $15.98, 
compared to $13.92 one year 
earlier. Working capital was 
$92,881,000, up 23 percent from 
the 1987year-end total of 
$75,625,000. 


(a) The Company adopted Statement of Financial 
Accounting Standards No. 96, “Accounting for Income 
Taxes”resulting in a charge to earnings of $675,000 or 
8 cents per share. Excluding this cumulative effect of 
the accounting change, net earnings were $17,791,000, 
or $2.13 per share. 

(b) Included a gain due to the reversal of prior years’tax 
on DISC earnings of $4,715,000 or 49 cents per share. 
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To Our Shareowners: 



Dr. W. Keith 
Kennedy, Jr., 

President and 
Chief Executive 
Officer 


Management is generally 


pleased with the performance 


of the company in 1988. In 


the course of the year, we 


aggressively implemented 


measures to cut costs and 


improve profits, and, thanks 


to the superb individual efforts 


of our employees, a significant 


collective benefit accrued to 


the company as a whole. 


We made organizational changes for 
improved profitability and enhanced market position. 
Throughout 1988, two operating units performed at the San 
Jose plant where three units existed before. During the first 
quarter, similar organizational streamlining was applied to 
the Gaithersburg plant, where two divisions were melded 
into one. 

During the fall, sales organizations 
throughout the company were consolidated and realigned 
to eliminate duplication. This action allowed us to close 
offices in marginally productive locations and emphasize 
our broad microwave product line in a unified manner to 
all customers. Additional organizational changes announced 
at the end of the year position the company for improved 
growth as a supplier of complete electronic systems and 
production equipment. 

International business became stronger. 
In 1987, the downward trend in Watkins-Johnson’s inter¬ 
national business was reversed. In 1988, foreign sales 
climbed to 26 percent of total sales. From Australia and 
South America, we booked important orders for electronic- 
support-measures (ESM) systems and training equipment, 
both of which are the kind of high-end, vertically integrated 
products from which we expect significant future growth. 

Acceptance by the U.S. Navy of our 
WSQ-5 carry-on electronic-support-measures system 
marked another major milestone in establishing W-J as a 
large systems supplier in the command, control, communi¬ 
cations and intelligence (C 3 I) arena. The success of the 
prototype system led the Navy to place a second order for 
WSQ-5s by year-end. Management is convinced that W-J’s 
growing strengths in software development, specialized 
signal processing and advanced operator-interface-unit 
design are key to continued success in the large-scale ESM 
systems business. 
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We also capitalized on our long-term position as a principal 
supplier of guided-missile subsystems. Important orders for AMRAAM, Sparrow 
and Standard Missile-2 integrated, multiple-function assemblies provided a 
healthy base to which orders in our other growth areas were added. 

Our Scotts Valley commercial equipment operation 
achieved a strong increase in business in 1988. The market success of the 
WJ-999 oxide-deposition system for semiconductor manufacture accounted for 
much of this growth. Extensive efforts to build up manpower and work-in- 
progress inventory allowed W-J to ship record numbers of chemical-vapor- 
deposition systems, many to international customers, during the second half 
of the year. 


Some highlights of 1988 were: 

1988; One hundred fifteen new products were created through the company’s 
investment of $18,310,000, or 6.3 percent of sales, and as the result of research 
and development efforts funded by customers. Please refer to the following 
pages for further discussion of innovations in the company’s six principal areas 
of business. 

1988; Watkins-Johnson engineers and members of the technical staff pub¬ 
lished 35 technical articles in leading scientific, trade and defense publications. 
Four of these articles appeared as cover features. 

1988; Our fifty-sixth through fifty-ninth consecutive cash dividends were paid 
in the amount of 10 cents per share. 

19 88: In April, Richard P. Hollis was elected a vice president of the company 
and Alfred C. Montaudon was named treasurer and administrative director. 

Mr. Montaudon replaced H. Edward Beckmeyer, who retired. 

1988; In July, Carol H. Roosen was appointed secretary of the corporation, 
replacing C. Louise Beer, who retired. 

1988; In November, the company announced that it would form the Elec¬ 
tronic Equipment Group, consisting of the Communication Electronics Tech¬ 
nology (CET) and Reconnaissance Electronics Technology (RET) Divisions, 
effective January 1, 1989. Peter S. Pao was promoted to group vice president; 
William T. Bruff and Lawrence W. Wong were appointed managers of the CET 
and RET Divisions, respectively. 

1988; In December, a reorganization of the Scotts Valley operation was 
announced. As of January 1,1989, the Stewart Division was renamed the Scotts 
Valley Plant and the Commercial Equipment Division was formed. The forma¬ 
tion of the Commercial Equipment Division reflects the strong growth the com¬ 
pany’s production equipment line has experienced during the past two years. 
Ronald D. Lessack continues as vice president and manager of the Scotts Valley 
Plant; John F. Lunden was promoted to manager of the new division. 


Watkins-Johnson Company 
enters 1989 with a structure better aligned with 
its markets. The Devices Group continues to offer 
components and integrated assemblies for elec¬ 
tronic systems in the UHF to millimeter-wave 
region, and its new Commercial Equipment Divi¬ 
sion builds upon its recent successes in produc¬ 
tion-furnace sales. The Electronic Equipment 
Group produces modular receiving and signal¬ 
processing equipment for reconnaissance, sur¬ 
veillance and direction finding. And, the Systems 
Group focuses on the production and marketing 
of integrated systems for a broad range of 
defense electronics applications. Our three 
groups now operate at well-defined levels of 
product integration, thereby affording customers 
clearly focused resources for their specific 
product requirements. 

We have excellent people, 
dedicated to teamwork, customer service and 
growth. I am convinced that their collective 
strengths, coupled with our impressive 1988 
year-end backlog, put W-J in a position to 
achieve continued progress in sales and earn¬ 
ings in 1989. 



President and Chief Executive Officer 
February 9, 1989 
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“United States superiority on the 
future battlefield will require 
application of technologically 
superior weapons in precise 
places and times. ” 



Tactical Products 

In Soviet Military Power 1988, the U.S. 
Department of Defense (DoD) pointed out that “across-the- 
board modernization of Soviet conventional forces in the 
1980s, including tanks, artillery, fighter aircraft, and surface 
and submarine combatants, constitutes a major improve¬ 
ment in Soviet military capabilities. 

“United States superiority on the future 
battlefield will require application of technologically superior 
weapons in precise places and times. Command and 
control systems will be required to locate and confirm 
quickly the identity of specific enemy units, determine the 
proper response, direct weaponry on the target, confirm 
destruction and assess battle damage.” 

Products representative of Watkins- 
Johnson’s entire vertically integrated line find application 
in U.S. and allied systems for tactical warfare. As tactical 
missions become increasingly complex, special-operations 
forces (SOFs) play a growing role. SOF aircraft, often 
operating in unfriendly airspace, require rugged, reliable 
electronic intelligence systems to maximize their safety 
from enemy antiaircraft threats. Watkins-Johnson receiving 
systems and ancillary equipment can be applied effectively 
to many demanding command, control, communications 
and intelligence missions. 

For ground forces, the WJ-8990 MANTIS 
is an off-the-shelf, field-tested, lightweight tactical com¬ 
munications intercept and direction-finding system, ideal 
for man-portable or land-mobile applications where weight, 
size and capability are key factors. Orders for the innova¬ 
tive HF/VHF/UHF MANTIS system have been received 
from an allied ministry of defense. 

Watkins-Johnson was selected to 
develop a new broadband receiver front end for the ALR-66 
radar warning system that flies aboard the Navy’s P-3C 
Orion antisubmarine-warfare aircraft. At present, a need 
has been identified for more than 200 systems, with each 
system requiring five W-J receiver modules. 

At the component level, W-J has 
developed advanced limiting amplifiers with power flat¬ 
ness, harmonic suppression and AM-PM conversion that 
promise to set new standards for the industry. These 
superior units satisfy the demands of the next generation 
of instantaneous-frequency-measurement (IFM) receivers 
for radar direction-finding systems. 

In addition, W-J is making its contribu¬ 
tion to basic research as a member of one of the four final 
teams selected for Phase 1 of the DoD’s Microwave/Milli- 
meter-wave Monolithic Integrated Circuit (MIMIC) program, 
intended to advance multifunction semiconductor tech¬ 
nology for defense electronics requirements. 
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Strategic Systems 


Electronic systems for strategic surveil¬ 
lance, reconnaissance and signal analysis typically comprise 
carefully selected receivers, controllers and processors 
“packaged” into a single entity for installation in one or 
more collection sites or platforms. Watkins-Johnson’s 1989 
reorganization into a three-group configuration takes this 
concept into account. The company’s redefined Systems 
Group is chartered to focus on the production and market¬ 
ing of integrated systems for a broad range of defense 
electronics applications. 

In recent years, W-J has succeeded in 
extending the high end of its vertical integration ladder by 
developing and shipping complex, integrated receiving and 
analysis systems for demanding national-security applica¬ 
tions in the United States and friendly nations abroad. The 
company is well suited to compete in this market. Its 
industry leadership in microwave integrated circuits, signal¬ 
processing components, multifunction assemblies and 
modular equipment gives W-J the product depth needed to 
reliably produce sophisticated defense electronic systems 
almost totally from in-house resources. 

Representative of the company’s direc¬ 
tion in packaged systems for strategic electronic intelligence 
collection and analysis is the WJ-36500 Signals Intelligence 
Receiving System (SIRS). This system employs modular, 
interchangeable tuners and parallel microprocessors for 
high-speed, automated tracking of multiple threats, even 
over broad signal bandwidths. Its operational flexibility 
makes it ideal for a broad range of electronic intelligence 
missions, and its size and ease of operation are compatible 
with a wide variety of vehicles and ground installations. 

Size, cost and capability are always 
prime considerations for a customer when selecting intel¬ 
ligence collection systems. Naturally, the suitability of a 
system is determined by its parts. For electronic-support- 
measures systems, W-J has introduced the WJ-8969 micro- 
wave receiver that is a high-performance, compact, 
low-cost unit, perfect for thousands of wideband and 
narrowband surveillance requirements. Offering the user 
exceptional flexibility, the receiver can be operated locally 
or from a remote location when hands-on control is 
impractical. The innovation and design leadership inherent 
in products like the WJ-8969 keep Watkins-Johnson 
competitive in the fast-paced marketplace of strategic 
systems for the free world. 



The company's redefined 
Systems Group is chartered to 
focus on the production and 
marketing of integrated systems 
for a broad range of defense 
electronics applications . 
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Missile Components 



Despite pressure to cut defense spend¬ 
ing, appropriations for selected missile programs remained 
relatively strong in Fiscal 1989. The Advanced Medium- 
Range Air-to-Air Missile (AMRAAM) program, for example, 
received appropriations roughly equivalent to funding 
requests. 

The AMRAAM program achieved a 
major milestone in October when Hughes Aircraft 
Company, the developer of AMRAAM, celebrated the 
delivery of the first production version of the missile to the 
U.S. Air Force. Hughes has received contracts for low-rate 
production of the first two lots, which include 328 missiles, 
plus spare parts, aircraft interface, engineering services and 
other support. The Department of Defense plans to eventu¬ 
ally acquire more than 24,000 AMRAAMs for Air Force and 
Navy use at a cost of more than $7 billion. 

Because of Watkins-Johnson’s successful 
performance on the AMRAAM program, the company 
booked more than $35 million of production follow-on 
from Hughes and Raytheon, the program’s second source. 
W-J supplies AMRAAM radar-guidance processors to both 
missile manufacturers. 

The company booked additional signifi¬ 
cant missile business during 1988 when it was selected to 
be the sole-source supplier of the RF antenna/receiver 
assembly for Block IV of the Standard Missile (SM)-2. The 
SM-2 is the principal surface-to-air weapon of the AEGIS 
fleet defense system, currently deployed aboard CG-47 
Ticonderoga-dass cruisers and slated to be carried by the 
Navy’s DDG-51 Arleigh Burke-c lass guided-missile 
destroyers. 

The SM-2, Block IV is an improved ver¬ 
sion of the Standard missile that has been the Navy’s 
principal defense against enemy aircraft and antiship mis¬ 
siles for the past 20 years. The Block IV variant will operate 
with the AEGIS SPY-ID radar, capable of operating 15 times 
faster than conventional radars in detecting and tracking 
multiple targets, to give the fleet an unparalleled air- 
defense capability. Production potential is expected to ramp 
up to 2,000 missiles per year over a five-year time span. 

Watkins-Johnson’s continued success in 
capturing substantial missile-related business is encour¬ 
aging. Missiles play an ever-increasing role in national 
defense; in Fiscal 1989, one fifth of the funding authorized 
for the 20 largest hardware-procurement programs was 
allocated to missiles. W-J is well positioned to continue to 
capitalize on business opportunities in missile technology 
as they develop. 
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Space Communication 

The successful September 29 launch 
and 64-orbit mission of the space shuttle Discovery marked 
America’s return to manned spaceflight. From the shuttle’s 
initial concept, W-J was committed to the program’s 
success. As the design phase got underway, Watkins- 
Johnson antennas and space amplifiers were selected to 
perform vital functions in the transmission of communica¬ 
tions and telemetry data between the shuttle orbiter and 
Earth. Now that the nation’s reusable launch vehicle is 
again operational, its unique capabilities can again be 
applied to important U.S. initiatives in command, control, 
communications and intelligence from the vantage point 
of space. 

Since its founding, one of Watkins- 
Johnson’s enduring strengths has been its capacity for 
designing and producing high-reliability components and 
subsystems to provide the communication link with vehicles 
exploring the reaches of space. One of W-J’s most con¬ 
spicuous successes in space communication is Pioneer 10. 
Launched on March 2, 1972, for a 10-month mission to 
Jupiter, the spacecraft carried a Watkins-Johnson 8-watt, 
S-band traveling-wave-tube amplifier (TWTA) as its 
communication link with Earth. By specification, the ampli¬ 
fier was required to operate for 24,000 hours, approxi¬ 
mately 2 years and 9 months. 

Today, more than 16 years after Pioneer 
10 left the launch pad, the spacecraft has successfully 
encountered not only Jupiter, but also Saturn, and is now 
approaching the heliosphere—where the effects of solar 
radiation cease and true, deep space begins. Its Watkins- 
Johnson TWTA continues to transmit without any significant 
change in performance from more than 4 billion miles 
from Earth, a location so distant that a round-trip radio 
signal takes 12.5 hours. W-J space TWTA specialists con¬ 
tinue to work with NASA to prolong to the maximum the 
useful life of Pioneer 10. Important scientific discoveries about 
the heliosphere, gravity waves and the possibility of a 
mysterious 10th planet could well lie ahead. 

In recent years, many Watkins-Johnson 
solid-state products contributed to dozens of commercial 
and military programs in space. In 1988, the company 
successfully completed a major contract to supply milli¬ 
meter-wave radiometer RF front ends for the Special 
Sensor Microwave/Imager (SSM/I) program. The front 
ends—assemblies of mixers, preamplifiers and local oscil¬ 
lators—are currently in space meeting all specifications. 
The proven ability to deliver high-reliability, millimeter- 
wave products gives W-J a distinct competitive edge as 
space communication moves to ever-higher frequencies. 
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In recent years, many Watkins- 
Johnson solid-state products 
contributed to dozens of 
commercial and military 
programs in space. 
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The impressive progress in 
ADATE product enhancement 
and marketing achieved in 1988 



Automatic Test Equipment 

Today, Watkins-Johnson Automatic 
Dynamic Assembly Test Equipment (ADATE) systems 
provide essential test support for a wide range of electronic 
intelligence, countermeasures, communications and 
manufacturing applications. Primary users of ADATE 
systems include government agencies of the United States 
and allied countries as well as private industry worldwide. 

The company aggressively developed 
new products and capabilities during 1988. W-J produced 
and deployed a complete intermediate-level test capability 
for suites of ship-based carry-on equipment in support of 
the U.S. Navy’s AN/WLQ-4(V) electronic-countermeasures 
system. This turnkey capability includes the test system 
itself, plus operating and applications software and neces¬ 
sary interface devices. 

Watkins-Johnson has been successful in 
strongly renewing its presence in international markets for 
electromagnetic-compatibility (EMC) testing, both in the 
automobile-manufacturing industry and in military qualifi¬ 
cation testing. The instrument that enabled the company to 
achieve this new market penetration is the completely 
redesigned WJ-1235 Electromagnetic-Compatibility Test 
System. This system, featuring high-power and broad- 
bandwidth capabilities in addition to a new menu-driven 
interface, found quick acceptance in the international test 
community, and a number of units have already been 
fielded. 

The impressive progress in ADATE 
product enhancement and marketing achieved in 1988 is 
continuing into 1989. The company will continue the devel¬ 
opment of a menu-driven application program library 
offering true generic functional testing for RF and micro- 
wave assemblies. Existing capabilities will be expanded to 
simplify the setup and utilization of complex instrumenta¬ 
tion through the use of virtual software drivers. Finally, the 
company will exploit the emerging technologies of RF and 
microwave testing to develop an advanced, competitive test 
capability for electromagnetic interference (EMI). 

Automatic test equipment offers the 
company important opportunities for continued growth. 
Requirements exist for truly superior ATE products and the 
fast-paced development now underway at Watkins-Johnson 
promises to make the company a prime contender for 
major test-system purchases through the end of the 
century. 
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Commercial Products 

The strong semiconductor market that 
emerged in 1987 remained robust in 1988. Watkins-Johnson 
was successful in capitalizing on this market strength by 
capturing a dominant position worldwide as a manufac¬ 
turer of atmospheric-pressure chemical-vapor-deposition 
(APCVD) equipment, particularly for the borophospho- 
silicate glass (BPSG) process. 

BPSG is an oxide thin film used in the 
integrated-circuit manufacturing process. During produc¬ 
tion, the film is reheated, or “reflowed,” to the point where 
it melts and conforms closely to the topography of the inte¬ 
grated-circuit segments to which it is being applied. Con¬ 
centrations of boron and phosphorous must be rigidly 
controlled to ensure the success of the reflow process. The 
ability to reliably maintain tight dopant tolerances using 
the conveyorized APCVD process yields superior produc¬ 
tivity for Watkins-Johnson customers. 

In addition to stringent control of thin- 
film deposition using a highly productive conveyorized 
operation, W-J offers computer-controlled robotic systems 
which transport semiconductor wafers to and from the 
APCVD sequence without the need for handling by human 
operators. In some cases, customers have produced robots 
that interface directly with the furnace’s automatic parts- 
handling system to form a totally automated manufacturing 
facility. 

In view of the company’s demonstrated 
growth in semiconductor APCVD equipment, as well as its 
technical strength in emerging areas of related heat¬ 
processing technology, the Scotts Valley Equipment Depart¬ 
ment was reorganized as the Commercial Equipment Divi¬ 
sion as of January 1, 1989. Operating elements of the divi¬ 
sion were aligned with distinct product areas identified as 
having potential for significant growth in promising markets. 

The future of the company’s APCVD 
business is expected to be strong. To date, W-J has tapped 
only a segment of the semiconductor deposition market. 
Diverse chemistries and hardware configurations are being 
explored by company research-and-development special¬ 
ists to determine optimum product designs to capture sub¬ 
stantial business in new areas of technology. 

Attractive opportunities also exist in the 
deposition of films for the conductive-coating market. W-J 
equipment for the deposition of tin oxide is being used 
successfully in the manufacture of liquid-crystal displays, 
while product development continues to concentrate on 
other conductive-film processes. The application of Watkins- 
Johnson technology to the flat-panel display and solar-cell 
markets offers far-reaching possibilities for business 
expansion. 
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The strong semiconductor 
market that emerged in 1987 
remained robust in 1988. 













VMtkinS'Johnson Company and Subsidiaries 


Selected Financial Data 


(Dollars in thousands, except per share amounts) 


1988 

1987 

1986 

1985 

1984 
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OPERATING RESULTS 

Sales 


$ 292,205 

$264,251 

$255,382 

$232,587 

$210,510 

Net Income 


20,598 

17,1 16 <a) 

17,241 

18,437 

21,898 (b) 

Net Income Per Share 


2.46 

2.05 (a) 

1.97 

1.94 

2.26 (b) 

Dividends Per Share 


.40 

.40 

.40 

.36 

.32 

FINANCIAL POSITION 

Working Capital 


$ 92,881 

$ 75,625 

$ 71,471 

$ 77,720 

$ 87,306 

Total Assets 


209,649 

188,191 

1 72,64 1 

176,385 

181,275 

Long-Term Obligations 


23,876 

25,274 

26,538 

26,802 

26,129 

Shareowners’ Equity 


134,097 

116,470 

102,557 

105,868 

115,174 

GENERAL STATISTICS 

Firm Backlog 


$ 299,577 

$271,822 

$244,312 

$218,073 

$195,546 

Average Number of Shares Outstanding 


8 , 380,888 

8,364,303 

8,752,569 

9,490,402 

9,671,430 

Number of Employees at Year-End 


3,150 

3,130 

3,150 

3,110 

3,050 

Number of Shareowners at Year-End 


5,300 

5,400 

6,100 

5,600 

4,700 


(a) The Company adopted Statement of Financial Accounting Standards No. 96, (b) Included a gain due to the reversal of prior years’ tax on DISC earnings of 

“Accounting for Income Taxes” resulting in a charge to earnings of $675,000 or 8 $4,715,000 or 49 cents per share, 

cents per share. Excluding this cumulative effect of the accounting change, net 
earnings were $17,791,000, or $2.13 per share. 


Dividends and Stock Prices 


1988 Quarters 


1st 

2nd 

3rd 

4th 

Dividends Per Share (in cents) 


10 

10 

10 

10 

Stock Price (NYSE — in dollars) 

High 

29% 

29 

27% 

27% 


Low 

22 3 /s 

23% 

24 

24% 

1987 Quarters 


1st 

2nd 

3rd 

4th 

Dividends Per Share (in cents) 


10 

10 

10 

10 

Stock Price (NYSE — in dollars) 

High 

35% 

37 

37% 

38 


Low 

31 

31% 

30% 

19% 


Sales by Product Line 







1988 

1987 

1986 

1985 

1984 


60% 

52% 

51% 

56% 

59% 

40% 

48% 

49% 

44% 

41% 


Systems 

Devices 
















Managements Discussion And Analysis 


Financial Condition: The Company continued to maintain a healthy financial 
position. Working capital increased to $92,881,000 at the end of 1988 compared 
to $75,625,000 at the end of 1987. Cash requirements for capital expenditures 
and working capital were adequately financed by the Company’s operations. 
The Company did not have any significant commitments outstanding at the 
end of the year. 

Current Operations: Although firm backlog continues to be at a record level, 
management remains cautious because of the tight defense-spending environ¬ 
ment and the volatility in the semiconductor industry. It is not certain that the 
same product lines that contributed to the success of 1988 will sustain their 
growth in 1989. In meeting the challenge of this highly competitive and 
dynamic environment, the Company has made some important strides toward 
improving efficiency and productivity. The Company has restructured its 
operations to promote product integration and teamwork, provide better service 
to customers, and position itself for future growth. 

Results of Operations: 

1988 Compared to 1987 

Sales grew 11% mainly due to higher demand in the product lines related to 
semiconductor equipment, missile subsystems, and turnkey systems. Cost of 
goods sold increased in line with sales. Selling and administrative expenses 
were over planned levels primarily because higher commission expenses were 
paid on increased international sales volume. Research and development 
expenditures increased by 8% and were well within planned levels. Interest 
and other income-net increased considerably due to additional funds available 
for investment and higher interest rates. The effective tax rate declined in 
accordance with the tax rate reduction provided by the 1986 Tax Reform Act. 
Excluding the cumulative effect of SFAS 96 recorded in 1987, net income and 
net income per share rose 15%. 

1987 Compared to 1986 

Sales were 3% higher but below expectations due to the delay in receipt of 
some major orders. Cost of sales increased in line with sales. Sales and margins 
should improve in 1988 as backlog was at its record high at the end of the year 
and cost reduction measures have been implemented. Research and develop¬ 
ment expenses increased slightly as the Company continued to be very selec¬ 
tive in funding projects. Interest and other income-net continued to decline 
because average funds available for investment were substantially lower. The 
1987 effective tax rate was reduced because of the 1986 Tax Reform Act but 
was not significantly affected by the adoption of SFAS 96. However, the cumula¬ 
tive effect of the accounting change on prior years reduced net income by 
$675,000 or 8 cents per share. Excluding the cumulative effect, net income 
increased 3% while net income per share increased 8%. 


Business: Watkins-Johnson 
Company is a technologically 
oriented company engaged 
primarily in the design, develop¬ 
ment; manufacture, sale and 
service of advanced electronic 
systems, electron devices and 
related equipment for military, 
industrial and space applica¬ 
tions. The Company's products 
perform reconnaissance, sur¬ 
veillance, communications, 
telemetry, semiconductor pro¬ 
duction, frequency measurement 
and testing Junctions. They are 
used in strategic and tactical 
military systems, aboard guided 
missiles and spacecraft and in 
a wide range of government 
and commercial operations 
requiring automatic test, heat 
processing and frequency mea¬ 
surement equipment. 
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Wktkins-Johnson Company and Subsidiaries 


CONSOUDATED BALANCE SHEETS 


December 31 

(Dollars in thousands) 1988 1987 


Assets 

CURRENT ASSETS: 

Cash and equivalents 

Receivables: 

Trade 

Unbilled contracts 

Inventories: 

Finished goods 

Work in process 

Raw materials and parts 

Other 

$ 24,507 

55,950 

17,088 

1,819 

31,667 

10,007 

3,519 

$ 13,844 

51,853 

13,393 

2,140 

30,112 

7,450 

3,280 


Total current assets 

144,557 

122,072 


PROPERTY, PLANT AND EQUIPMENT: 




Land 

2,304 

1,981 


Buildings and improvements 

22,660 

22,677 


Plant facilities, leased 

17,514 

17,514 


Machinery and equipment 

97,201 

88,028 



139,679 

130,200 


Accumulated depreciation and amortization 

( 87 , 291 ) 

(77,158) 


Property, plant and equipment — net 

52,388 

53,042 


OTHER ASSETS: 




Notes receivable 

2,641 

2,812 


Claims receivable 

8,728 

8,728 


Deferred income taxes 

1,335 

1,537 


Total other assets 

12,704 

13,077 



$ 209,649 

$188,191 

Liabilities and 

CURRENT LIABILITIES: 



Shareowners* 

Notes payable 

$ 529 

$ 556 

Equity 

Accounts payable 

12,204 

10,869 


Advances on contracts 

8,848 

8,447 

Income taxes 

1,748 

1,867 

Payroll and profit sharing 

16,832 

15,476 

Guarantee under terminated contract 

1,875 

1,875 

Other 

9,640 

7,357 

Total current liabilities 

51,676 

46,447 

LONG-TERM OBLIGATIONS 

23,876 

25,274 


SHAREOWNERS’ EQUITY: 

Preferred stock, $1.00 par value — authorized 
and unissued, 500,000 shares 
Common stock, no par value — authorized, 


45,000,000 shares; outstanding: 1988, 


8,390,645 shares; 1987, 8,366,994 shares 

8,097 

7,715 

Retained earnings 

126,000 

108,755 

Total shareowners’ equity 

134,097 

116,470 


$ 209,649 

$188,191 


See notes to consolidated financial statements. 
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Wztkins-Johnson Company and Subsidiaries 


Consolidated Statements of Income 


Year ended December 31 


(Dollars in thousands, except per share amounts) 



1988 

1987 

1986 








Sales 

$ 292,205 

$264,25 1 

$255,382 

Costs and expenses: 




Cost of goods sold 

184,226 

166,576 

161,81 1 

Selling and administrative 

57,870 

50,204 

46,412 

Research and development 

18,310 

16,947 

16,267 


260,406 

233,727 

224,490 

Income from operations 

31,799 

30,524 

30,892 

Other income (expense): 




Interest and other income — net 

947 

246 

1,138 

Interest expense 

( 1 , 973 ) 

(2,029) 

(2,049) 

Income before Federal and foreign income taxes 

30,773 

28,74 1 

29,981 

Federal and foreign income taxes 

( 10 , 175 ) 

(10,950) 

(12,740) 

Cumulative effect of accounting change 


(675) 


Net income 

$ 20,598 

$ 17,116 

$ 17,241 

Net income per share 

$ 2.46 

$2.05 

$1.97 

See notes to consolidated financial statements. 





Consolidated Statements of Shareowners’ Equity 



Total 


Common Stock 

Retained 

Shareowners’ 

(Dollars in thousands) 

Shares Dollars 

Earnings 

Equity 






Balance, January 1, 1986 

8,764,53 1 

$ 7,935 

$ 97,933 

$105,868 

Net income for 1986 



1 7,24 1 

1 7,24 1 

Repurchase of common stock 

(500,000) 

(1,232) 

(16,380) 

(17,612) 

Dividends declared — $.40 per share 
Sales under employee stock 



(3,500) 

(3,500) 

option plan 

74,813 

560 


560 

Balance, December 31, 1986 

8,339,344 

7,263 

95,294 

102,557 

Net income for 1987 



17,116 

17,116 

Repurchase of common stock 

(13,100) 

(22) 

(309) 

(331) 

Dividends declared — $.40 per share 



(3,346) 

(3,346) 

Sales under employee stock 
option plan 

40,750 

474 


474 

Balance, December 31, 1987 

8,366,994 

7,715 

108,755 

11 6,470 

Net income for 1988 



20,598 

20,598 

Dividends declared — $.40 per share 



(3,353) 

(3,353) 

Sales under employee stock 
option plan 

23,651 

382 


382 

Balance, December 31, 1988 

8,390,645 

$ 8,097 

$126,000 

$134,097 


See notes to consolidated financial statements. 
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Watkins-Johnson Company and Subsidiaries 


Consolidated Statements of Cash Flows 


Year ended December 31 



(Dollars in thousands) 


1988 


1987 

1986 







• /•. .. . / •• .• • - 


OPERATING ACTIVITIES: 




Net income 

$ 20,598 

$ 17,116 

$ 1 7,24 1 

Adjustments to reconcile net income to 




net cash provided by operating activities: 




Depreciation and amortization 

12,214 

11,582 

10,315 

Deferred compensation 

( 605 ) 

491 

1,287 

Cumulative effect of accounting change 


675 


Net changes in: 




Receivables 

( 7 , 792 ) 

(74) 

0,195) 

Inventories 

( 3 , 791 ) 

228 

(4,786) 

Claims receivable 


(8,728) 


Other assets 

( 26 ) 

128 

(31 1) 

Accruals and payables 

5,198 

1,251 

2,867 

Advances on contracts 

401 

(477) 

(3,862) 

Income taxes and interest payable 

( 102 ) 

09) 

(238) 

Net cash provided by operating activities 

26,095 

22,173 

21,318 

INVESTING ACTIVITIES: 




Additions of property, plant and equipment 

( 11 , 620 ) 

(12,320) 

(13,629) 

Other 

219 

221 

181 

Net cash used in investing activities 

( 11 , 401 ) 

(12,099) 

(13,448) 

FINANCING ACTIVITIES: 




Net borrowings (repayments) under lines of credit 

( 27 ) 

21 1 

115 

Payments on long-term obligations 

( 1 , 035 ) 

(659) 

(603) 

Proceeds from issuance of common stock 

382 

474 

560 

Repurchase of common stock 


(331) 

(17,612) 

Dividends paid 

( 3 , 351 ) 

(2,509) 

(3,500) 

Net cash used in financing activities 

( 4 , 031 ) 

(2,814) 

(21,040) 

Net increase (decrease) in cash and equivalents 

10,663 

7,260 

(13,170) 

Cash and equivalents at beginning of year 

13,844 

6,584 

19,754 

Cash and equivalents at end of year 

$ 24,507 

$ 13,844 

$ 6,584 

Other cash flow information: 

Income taxes paid 

$ 12,532 

$ 13,301 

$ 15,262 

Interest expense paid 

1,956 

2,027 

2,088 


See notes to consolidated financial statements. 















Notes To Consolidated Financial Statements 


' : ,v - ' 

1. Significant 
Accounting 
Policies 


2. Long-Term 
Obligations 
and Lines 
of Credit 


Principles of Consolidation — The consolidated financial 
statements include those of the Company and its wholly 
owned subsidiaries after elimination of intercompany 
balances and transactions. 

Cash Equivalents — Cash equivalents consist principally of 
interest bearing U.S. Treasury bills with maturity periods of 
ninety days or less from the date of acquisition. The 
Treasury bills are valued at cost and accrued interest 
which approximates market value. 

Receivables — Unbilled contracts receivables are recorded 
when sales are recognized for long-term contracts under 
the percentage-of-completion method. Reductions in these 
receivables occur when invoices for products shipped or 
progress billings are rendered. Receivables representing 
retainage and amounts expected to be collected after one 
year are not material. 

Inventories — Inventories are stated at the lower of cost, 
using first-in, first-out and average-cost basis, or market. 
Cost of inventory items is based on purchase and produc¬ 
tion cost; market is not in excess of net realizable value. 

Property, Plant and Equipment — Property, plant and 
equipment are stated at cost. Leases which at inception 
assure the lessor full recovery of the fair market value of the 
property over the lease term are capitalized. Provision for 


depreciation and amortization is primarily based on the 
sum-of-the-years’-digits and declining-balance methods. 

Sales Recognition on Long-Term Contracts — Sales are 
primarily recorded based on the percentage-of-completion 
method. 

Income Taxes — In December 1987 the Company adopted, 
retroactive to January 1, 1987, the provisions of Statement 
of Financial Accounting Standards No. 96, “Accounting for 
Income Taxes” (SFAS 96) (see Note 4). The consolidated 
statements of income continued to include provisions for 
deferred income taxes for transactions that are reported in 
one period for financial accounting purposes and in another 
period for income tax purposes. However, as required by 
SFAS 96, deferred taxes are provided using the “liability” 
method rather than the “deferred” method used prior to 
1987. Federal income tax expense is reduced by the invest¬ 
ment and research and development tax credit in the year 
in which the credits are generated. State and local income 
taxes are included in selling and administrative expenses. 

Net Income Per Share — Net income per share is computed 
using the weighted average number of common shares 
outstanding during the year. The computation excludes 
outstanding stock options as their dilutive effect is not 
material. 


Mortgage — The San Jose, California plant, which cost 
$9,600,000, is pledged as security on a mortgage bearing 
8 3 A% interest. The annual payments totaling $710,000 con¬ 
tinue into the year 2003 and are payable in monthly install¬ 
ments. At December 31,1988 and 1987, the balances were 
$5,808,000 and $6,001,000. The current portions of these 
balances, $210,000 and $193,000, were included in current 
liabilities. 

Industrial Revenue Bonds — The Raleigh, North Carolina 
plant, which cost $3,200,000, is pledged as security on 
industrial revenue bonds, in the form of a first deed of trust. 
Annual principal payments of $315,000 are required 
through 1996. Interest rate varies quarterly based on a 


percentage of the rate applicable to 90-day Treasury bills. 
The average interest rates for 1988 and 1987 were 6% and 
5%. At December 31, 1988 and 1987, the long-term 
balances were $2,205,000 and $2,520,000. 

Leases — Certain long-term leases for plant facilities are 
treated as capital leases for financial statement purposes. 
The leases expire during the years 1994 to 2006, however 
renewal options provide for lease extensions ranging from 
twenty-four to thirty-five years at revised rental terms. The 
Company also has noncancellable operating leases for plant 
facilities and equipment expiring through 1991. The leases 
may be renewed for various periods after the initial term. 

(Continued) 


15 





Wbtkins-Johnson Company and Subsidiaries 


iV ' I V ' 

2. Long-Term 
Obligations 
and Lines 
of Credit 

(Continued) 


3, Shareowners" 
Equity 


Payment obligations under these capitalized and operating 
leases as of December 31, 1988 are as follows: 


Capital Operating 


(in thousands) 


Leases 

Leases 

Lease payments: 




1989 


$ 1,725 

$ 886 

1990 


1,725 

575 

1991 


1,725 

82 

1992 


1,725 


1993 


1,725 


Remaining years 


18,602 


Total 


27,227 

$1,543 

Imputed interest 


(14,255) 


Present value of lease payments 



(current portion, $578) 

$12,972 


Rent expense for property and equipment relating to 

operating leases is as follows: 



(in thousands) 

1988 

1987 

1986 

Real property 

$ 844 

$1,165 

$ 912 

Equipment 

1,046 

1,145 

1,064 

Total 

$1,890 

$2,310 

$1,976 


; 1 . • • ■■ z i ^ ■ 

Financing for a leased facility was provided by the Com¬ 
pany. Included in Other Assets — Notes Receivable is the 
noncurrent portion of a 7V2% deed of trust note of 
$2,641,000 and $2,812,000 at December 31,1988 and 1987. 
Monthly installments are collectible through the year 1999. 

Deferred Compensation — The Company has deferred 
compensation plans covering selected members of man¬ 
agement and key technical employees. The long-term 
portions of the liability under these plans as of December 
31, 1988 and 1987 were $3,680,000 and $3,975,000. The 
current portions included in current liabilities were 
$1,300,000 and $1,610,000, respectively. 

Lines of Credit — The Company has arranged with certain 
banks to provide unsecured revolving lines of credit totaling 
$21,000,000. These agreements are generally renegotiated 
on an annual basis. Interest is determined by the type of 
facility utilized under the agreements and was approxi¬ 
mately 10% during 1988. Compensating balance require¬ 
ments and fees are immaterial. At December 31, 1988, 
the lines of credit were substantially unused. 


A stock repurchase program was started in 1985. The 
Company repurchased and retired 1,000,000 shares in 
1985 and 500,000 shares in 1986. The cost of the shares 
including commissions were $24,748,000 and $17,612,000, 
respectively. On January 26, 1987, the Board of Directors 
authorized the repurchase of 500,000 additional shares. 
During 1987,13,100 shares were repurchased for $331,000. 
The Company did not repurchase any shares in 1988. 

For each share of Company common stock outstanding, 
one Common Share Purchase Right is attached. The 
Rights will expire on October 20, 1996, and may be 
redeemed by the Company for $.01 per Right at any time 
prior to 15 days after an entity acquires 20% or more of 
the Company’s common stock. The Rights are not currently 
exercisable. The events which trigger exercisability of the 
Rights are when an entity acquires 20% or more of the 
Company’s outstanding common stock, or announces an 


offer which would result in such entity acquiring 30% or 
more of the Company’s common stock. When the Rights 
become exercisable, they may trade separately from the 
common stock and entitle a holder to buy one share of 
the Company’s common stock for $160. If the Company is 
involved in a merger or other business combination, each 
Right will entitle its holder to buy a number of shares of 
common stock of the surviving company having a market 
value of twice the $160 exercise price. The Rights also 
provide for protection against self-dealing transactions by 
a controlling shareowner. 

The Employee Stock Option Plan provides for grants of 
nonqualifying and incentive stock options to certain key 
employees and officers. The options are granted at the 
market price on date of grant and are exercisable cumula¬ 
tively as to one-third the number of shares in each of the 

(Continued) 
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J. Shareowners* 
Equity 
(Continued) 


4.Income 
Taxes 


third, fourth and fifth succeeding years, and they expire at 
the tenth anniversary date. Shares issued, as shown in the 
Consolidated Statement of Shareowners’ Equity, are net of 
retirement of shares used in payment for options exercised. 
The Plan was amended in 1987 to conform with the provi¬ 


sions of the 1986 Tax Reform Act. The Plan was further 
amended in 1988 to allow those employees who are 
subject to the insider trading restrictions, set forth by the 
Securities Exchange Act of 1934, certain limited rights to 
receive cash in the event of a change in control. 


1988 

Shares 

Price 

1987 

Shares 

Price 

Granted 

193,000 

$25.50 to $28.25 

Granted 

173,300 

$31.88 

to $36.75 

Exercised 

28,826 

$ 6.79 to $26.33 

Exercised 

51,581 

$ 7.25 

to $26.33 

Terminated 

41,766 


Terminated 

24,734 



Outstanding 



Outstanding 




at December 31 

771,074 

$ 7.25 to $36.75 

at December 31 

648,666 

$ 6.79 

to $36.75 

Reserved for 



Reserved for 




future grants 



future grants 




at December 31 

705,317 


at December 31 

856,551 



In 1987 the Company adopted the provisions of Statement 

The differences between the effective income tax rate and 

of Financial Accounting Standards No. 96, “Accounting for 

the statutory Federal income tax rate are as follows: 

Income Taxes” (SFAS 96). The cumulative effect on prior 
years of this accounting change reduced 1987 net income 


1988 

1987 

1986 

by $675,000 or 8 cents per share. Except for the cumulative 

Statutory Federal tax rate 

34.0% 

40.0% 

46.0% 

effect, adoption of SFAS 96 did not significantly affect the 

Reductions in taxes due to: 




1987 income tax provision or net income. As permitted by 

Investment tax credit 



(.8) 

SFAS 96, the income tax provision for 1986 has not been 

Foreign sales corporation 

(2.0) 

(1.7) 

(1.5) 

restated. The components of the Federal and foreign 

Research credit 

(.3) 

(.7) 

(.8) 

income taxes are as follows: 


Other 

1.4 

.5 

(.4) 

(in thousands) 

1988 

1987 1986 

Effective income tax rate 

33.1% 

38.1% 

42.5% 

Current: 







Federal 

$ 9,886 

$10,913 $12,784 

Income before tax for domestic and foreign operations is 

Foreign 

(11) 

37 55 

as follows: 




Total 

9,875 

10,950 12,839 





Deferred: 



(in thousands) 

1988 

1987 

1986 

Depreciation 

838 

503 560 

Domestic 

$30,751 

$28,218 

$29,970 

State franchise tax 

(140) 

124 (34) 

Foreign 

22 

523 

11 

Deferred compensation 

I Ini form r^nit'^li'z^finn 

344 

n Am 

(133) (546) 

(AOC\\ 

Total 

$30,773 

$28,741 

$29,981 

UI IIIUII l l L,d|JlldllZ,dlIUI l 

v i do; 






Vacation accrual 

(565) 

(110) 





Other 

(17) 

36 (79) 

Domestic state and local income taxes included in selling 
and administrative expenses totaled $2,538,000 in 1988, 




Total 

$10,175 

$10,950 $12,740 

$2,368,000 in 1987, and $2,700,000 in 1986. 
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Watkins-Johnson Company and Subsidiaries 


5. Contingencies A suit against the government of Iran was filed in 1979 in 
the United States District Court seeking damages incurred 
by the Company for breach of contract. In 1981 the United 
States government agreed with the government of Iran that 
such claims would be resolved by an Iran-U.S. Claims 
Tribunal. The District Court’s subsequent stay of proceed¬ 
ings in the above case remains in effect pending the 
outcome of arbitration. The Company filed its arbitration 
claims and the government of Iran filed counterclaims 
seeking payment for both specified and unspecified alleged 
damages. The Company remains contingently liable under 
a letter of credit for $1,875,000, which is shown as Guar¬ 
antee under Terminated Contract in the financial state¬ 
ments. The final arbitration hearing occurred in January 
1988. The decision of the Tribunal is expected in 1989. 

In connection with a U.S. government contract, the Defense 
Contract Audit Agency (DCAA) alleged that the Company 
provided inaccurate cost data during a contract negotiation 
and recommended a defective price adjustment against the 
Company. The Contracting Officer of the government 
agency involved subsequently accepted DCAA’s allega¬ 


tions and in June 1987 demanded payment for an adjust¬ 
ment of $8,472,000 plus accrued interest. Applicable law 
permits government agencies to collect sums claimed due 
as adjustments to contracts, pending review by the Court 
of Claims or the Armed Services Board of Contract Appeals 
(ASBCA). The Company paid the government $8,728,000 
including interest in November 1987 and filed a complaint 
with the ASBCA seeking a trial de novo on the Contracting 
Officer’s decision. The Company believes the DCAA’s price 
adjustments were without merit and is pursuing its appeal 
vigorously. In Company counsel’s opinion, the Company 
has legal and factual defenses to the government’s claims 
and should be able to recover substantially all of the 
amount paid to the government. Accordingly, this amount 
is shown as Claims Receivable in the financial statements. 

Although the final outcome of the above claims, environ¬ 
mental matters and other issues arising in the ordinary 
course of business cannot be determined with certainty, 
the Company believes that the final resolution of these 
matters will not have any material effect on its consoli¬ 
dated financial position. 


6. Business The Company operates primarily in one industry: the 
Segment design, development, manufacture, sale and service of 
Reporting advanced electronic systems and devices for military, 
industrial and space applications. The majority of the 
Company’s sales are made to government agencies and to 
customers also engaged in national defense. Direct sales 
to United States government agencies totaled $87,000,000 
in 1988, $79,900,000 in 1987, and $78,500,000 in 1986. 

Foreign operations’ assets are less than ten percent of 
consolidated assets. 


Sales by geographic area are as follows: 


(in thousands) 

1988 

1987 

1986 

United States 

$216,100 

$212,900 

$219,100 

Export sales: 

Europe 

16,600 

1 7,900 

8,800 

Middle East 

3,600 

3,600 

4,600 

Far East 

35,600 

1 7,800 

11,000 

Other 

9,600 

2,300 

1,800 

European 

foreign 

operations 

10,700 

9,800 

10,100 

Total 

$292,200 

$264,300 

$255,400 


7. Profit 
Sharing 
Plan 


The Watkins-Johnson Employees’ Profit Sharing Investment 
Plan conforms to the requirements of ERISA and is con¬ 
sidered a defined contribution pension plan. The Plan 
covers substantially all employees and provides that the 


Company’s contribution equal 9% of the net pretax earn¬ 
ings and be funded each year. The amount charged to 
income was $3,263,000 in 1988, $2,861,000 in 1987, and 
$3,214,000 in 1986. 
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8. Quarterly Unaudited quarterly financial data are as follows: 


Financial 

Data 

Unaudited 

(in thousands, except per share amounts) 

Year ended December 31 

(in thousands, except per share amounts) 

Year ended December 31 

1988 Quarters 

1st 

2nd 

3rd 

4th 

1987 Quarters 

1st 

2nd 

3rd 

4th 

Sales 

$69,928 

$69,915 

$71,802 

$80,560 

Sales 

$66,132 

$62,412 

$66,083 

$69,624 


Gross profit 

25,738 

25,908 

26,322 

30,011 

Gross profit 

24,780 

23,164 

24,027 

25,704 


Net income 

4,677 

4,764 

5,533 

5,624 

Net income 

4,005 

3,768 

4,492 

4,851 


Net income 





Net income 






per share 

$.56 

$.57 

$.66 

$.67 

per share 

$.48 

$.45 

$.54 

$.58 


The first quarter of 1987 included a charge of $675,000 or 
8 cents per share due to the cumulative effect of an 
accounting change (see Note 4). 


Independent Auditors’ Report 

The Shareowners and Board of Directors 
of Watkins-Johnson Company: 

We have audited the accompanying consolidated 
balance sheets of Watkins-Johnson Company and subsid¬ 
iaries as of December 31, 1988 and 1987 and the related 
consolidated statements of income, shareowners’ equity, 
and cash flows for each of the three years in the period 
ended December 31, 1988. These consolidated financial 
statements are the responsibility of the Company’s man¬ 
agement. Our responsibility is to express an opinion on 
these consolidated financial statements based on our audits. 

We conducted our audits in accordance with gen¬ 
erally accepted auditing standards. Those standards require 
that we plan and perform the audit to obtain reasonable 
assurance about whether the consolidated financial state¬ 
ments are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the 
amounts and disclosures in the consolidated financial state¬ 
ments. An audit also includes assessing the accounting 
principles used and significant estimates made by man¬ 
agement, as well as evaluating the overall consolidated 
financial statement presentation. We believe that our audits 
provide a reasonable basis for our opinion. 


In our opinion, such consolidated financial state¬ 
ments present fairly, in all material respects, the financial 
position of Watkins-Johnson Company and subsidiaries at 
December 31,1988 and 1987 and the results of their 
operations and their cash flows for each of the three years 
in the period ended December 31,1988 in conformity with 
generally accepted accounting principles. 

As discussed in Note 4 to such consolidated financial 
statements, in 1987 the Company changed its method of 
accounting for income taxes to conform with Statement of 
Financial Accounting Standards No. 96. 


jiMU _ 

San Francisco, California 
February 3, 1989 
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Report Of Management 


The financial statements of Watkins-Johnson Company and 
consolidated subsidiaries were prepared by management, which is responsible 
for their integrity and objectivity. The statements were prepared in conformity 
with generally accepted accounting principles and, as such, include amounts 
that are based on the best judgments of management. 

The system of internal controls of the Company is designed 
to provide reasonable assurance that assets are safeguarded and that trans¬ 
actions are executed in accordance with management’s authorization and are 
reported properly. Perhaps the most important safeguard for shareowners in 
this system is that the Company has long emphasized the selection, training 
and development of professional accounting managers to implement and 
oversee the proper application of its internal controls and the reporting of 
management’s stewardship of corporate assets and maintenance of accounts 
in conformity with generally accepted accounting principles. 

Deloitte Haskins & Sells, independent auditors, are retained 
to provide an objective, independent review as to management’s discharge of 
its responsibilities insofar as they relate to the fairness of reported operating 
results and financial position. They obtain and maintain an understanding of 
the Company’s accounting and financial controls, and conduct such tests and 
related procedures as they deem necessary to arrive at an opinion on the fair¬ 
ness of the financial statements. 

The Audit Committee of the Board of Directors, composed 
solely of Directors from outside the Company, meets periodically, separately 
and jointly, with the independent auditors and representatives of management 
to review the work of each. The functions of the Audit Committee include 
recommending the engagement of the independent auditors, reviewing the 
scope and results of the audit and reviewing management’s evaluation of the 
system of internal controls. 



W. Keith Kennedy 

President and Chief Executive Officer 


Carl L. Avelar 
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Vice President and Controller 
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President of the Company 

JOHN J. HARTMANN 
Financial Consultant 

DR. RITA R. CAMPBELL 
Senior Fellow, Hoover Institution 

JACK L. SHEPARD 
Chairman, 

Athletic Gaining Equipment Company 

DR. VON R. ESHLEMAN 
Professor of Electrical Engineering, 

Stanford University 

RAYMOND F. O’BRIEN 
Chairman, Consolidated Freightways, Inc. 

Officers DR. DEAN A. WATKINS 

Chairman of the Board 

DR. H. RICHARD JOHNSON 
Vice Chairman of the Board 

DR. W. KEITH KENNEDY, JR. 

President and Chief Executive Officer 

DR. WILLIAM E. KUNZ 
Vice President, Systems Group 

KEITH D. GILBERT 
Vice President, Devices Group 

PETER S. PAO 

Vice President, Electronic Equipment Group 

BERNARD ROSEN 
Vice President 

RONALD D. LESSACK 

Vice President 

BARRY R. HOGLUND 

Vice President 

PAUL Y. LIN 
Vice President 

CARL L. AVELAR 
Vice President and Controller 

RICHARD R HOLLIS 
Vice President 

ALFRED C. MONTAUDON 

Treasurer 

CAROL H. ROOSEN 
Secretary 


Groups 


Subsidiaries 


Transfer 

Agent 


Stock 

Exchanges 


Systems Group 
Electronic Equipment Group 
Devices Group 


Watkins-Johnson Associates 
Watkins-Johnson FSC 
Watkins-Johnson International 
Watkins-Johnson Italiana, S.p.A. 
Watkins-Johnson Limited 
Watkins-Johnson (UK) Limited 


Bank of America 

Corporate Agency Service Center 

P.O. Box 37002 

San Francisco, CA 94137 


New York, Pacific, Boston and 
Philadelphia-Baltimore-Washington 

Symbol: WJ 

Shareowners desiring a copy of the 
Company's annual report on form 10-K 
may obtain one by writing to the Manager, 
Shareowner Relations. 
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WATKINS-JOHNSON COMPANY 

Stanford Research Park 

3333 Hillview Avenue 

Palo Alto, California 94304-1204 

© 1989, Watkins-Johnson Company 
Printed in U.SA. 


Director 

Emeritus 


NATHAN C. FINCH 

Counsel, Finch, Montgomery and Wright 
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